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REPORT TO CABINET





18  March 2008

TITLE OF REPORT: 
 Treasury Policy Statement 2008/09 to 2010/11
 

REPORT OF:            Derek Coates – Strategic Director, Finance and ICT

 


Purpose of the Report
1.
Cabinet is asked to recommend that Council approve the attached Treasury Policy and Strategy.


Background
2. To provide a framework for the Strategic Director, Finance and ICT to exercise his delegated powers, the Council agrees a three year Treasury Management Policy and Strategy which is reviewed at the start of each financial year.

3. The attached Treasury Policy and Strategy have been prepared taking into account the Local Government Act 2003, DCLG‘s Guidance on Local Government Investments, CIPFA’s Prudential Code for Capital and CIPFA’s Code of Practice on Treasury Management. The documents are also consistent with the Council’s approved Treasury Management Practice Statements and are recommended for approval in line with CIPFA’s Code of Practice on Treasury Management.


Proposals

4. Cabinet is asked to recommend that Council approve the attached Treasury Policy and Strategy attached at Appendix 2 and Appendix 3, to ensure that the Council fully complies with the requirements of good financial practice.


Recommendation

5. Cabinet is asked to recommend that Council approve the Treasury Policy Statement and Treasury Strategy for 2008/09 to 2010/11.

For the following reason:


To ensure that the Council fully complies with the requirements of good practice as recommended by the Chartered Institute of Public Finance and Accountancy (CIPFA) in its Code of Practice on Treasury Management and its Prudential Code for Capital and the Department for Communities and Local Government (DCLG), Guidance on local authority investments.

CONTACT:   Keith Purvis, ext. 3587 
PLAN REF: 2332 






  
APPENDIX 1
Policy Context

1. The proposals in this report are consistent with the Council’s vision and medium term priorities as set out in Vision 2030 and the Corporate Plan and in particular they ensure that effective use is made of the Council’s resources to ensure a sustainable budget. 

Background

2. Part 1 of the Local Government Act 2003 specifies the powers of a local authority to borrow for any purpose relevant to its functions under any enactment or for the purposes of the prudent management of its financial affairs. Borrowing is linked to the CIPFA Prudential Code for Capital which sets out a range of prudential indicators that must be calculated to ensure borrowing is affordable, prudent and sustainable. The Prudential Code refers to the need for a clear and integrated treasury strategy. 

3. In addition, under section 15 of the Local Government Act 2003, authorities are required to have regard to the DCLG’s guidance on Local Government Investments. This document stipulates the requirement for an annual investment strategy to be integrated into the Council’s Treasury Strategy Statement.

4. CIPFA has produced the Code of Practice on Treasury Management (the Code) which represents best practice. The Code defines treasury management activities as:

“The management of the organisation’s cash flows, its bankings, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”.

5. The Council fully complies with CIPFA’s Code and this contributes towards achieving good practice.

6. Under Part 4 of the Council’s Constitution the Strategic Director, Finance & ICT will produce a Treasury Policy Statement annually, setting out the general policies and objectives of the Council’s treasury management function.

7.
The Council provides advice to Northumbria Police Authority and also a range of support services via Service Agreements. The necessary power for this exists within S. 113 of the Local Government Act. The Council’s Strategic Director, Finance & ICT is also the Treasurer of the Police Authority and as a result of this the Council undertakes investment on behalf of the Police Authority under powers delegated to the Treasurer and regulated through a Service Agreement monitored by the Police Authority.

8.
Northumbria Police Authority has agreed some key changes to the Service Agreements covering treasury management activities, which will come into effect on 1 April 2008.  In a change to the current pooled banking arrangements, all Police Authority transactions will be recorded in a separate bank account.  Investments will continue to be pooled with the Council but the separation of the bank arrangements will ensure that the Police Authority’s cash balance will be identifiable.  In addition, the revised Service Agreement will also reflect the transfer of risk to the Police Authority of their share of investments from the Council along with a change in the calculation of interest on investments from the local authority 7-day rate to the actual interest earned on all pooled sums managed by the Council.  The Police Authority will meet the additional costs arising from these changes.

9.
On 8 March 2007, Council agreed to transfer the debt relating to the Northumbria Police Authority into the Authority’s name.  The transfer took place on 31 March 2007.  As a consequence the levels of borrowing referred to in the Treasury Strategy Statement no longer include amounts relating to the Police Authority.

10.
The Council also provides a treasury management service to the Gateshead Housing Company through a Service Level Agreement.  Borrowing to fund the capital programme of the Company is also carried out by the Council and is included in the overall borrowing figure.

Treasury Policy Statement

11.
The Council regards the successful identification, monitoring and control of risk to be the prime criteria by which the effectiveness of its treasury management activities will be measured.  Accordingly, the analysis and reporting of treasury management activities will focus on the risk implications for the Council.  This is particularly relevant during a time when a number of organisations in the banking sector are facing an uncertain future.

12.
The Council acknowledges that effective treasury management will provide support towards the achievement of its business and service objectives.  It is therefore committed to the principles of achieving value for money in treasury management, and to employing suitable performance measurement techniques, within the context of effective risk management. 

13.
CIPFA’s Code requires the setting out of responsibilities and duties of Councillors and Officers to allow a framework for reporting and decision making on all aspects of treasury management.  To achieve this CIPFA has recommended the adoption of 12 treasury management practices (TMPs). 

14.
These principles are intended to provide a working document that forms a detailed framework for treasury management activities. The policy fully encompasses CIPFA’s Code of Practice. In addition the policy fully takes account of the requirements of the Prudential Code for Capital Finance in Local Authorities and the guidance issued by the DCLG supporting Part 1 of the Local Government Act 2003 in respect of local authority investments. The Treasury Policy Statement is attached at Appendix 2.

Treasury Management Strategy

15.
The Treasury Strategy for 2008/09 to 2010/11 is attached at Appendix 3.  This covers the specific activities proposed for 2008/09 to 2010/11 in relation to both borrowing and investments and ensures a wide range of advice is taken to maintain and preserve all principal sums, whilst obtaining the best rate of return, and that the most appropriate borrowing is undertaken. 

16.
The Council has produced the Treasury Strategy Statement to comply with the requirements of the Code, the Prudential Code for Capital Finance in local authorities and Part 1 of the Local Government Act 2003. The Council considers that compliance with the above ensures that best practice is followed.

Consultation

17. 
Consultation on the production of the Treasury Policy Statement, including the Treasury Strategy for 2008/09 to 2010/11, has taken place with the Council’s treasury advisers (Sector Treasury Services) who have just been reappointed following a tender exercise and the portfolio holder for Corporate Vitality and Sustainable Communities.  The outcome of the consultation process, along with guidance issued by CIPFA and the DCLG, has informed the format and content of the policy and strategy statements.

Alternative Options

18.
There are no alternative options, as the Treasury Policy and Strategy reports recommended for approval are required in order to comply with CIPFA’s Code of Practice on Treasury Management. 

Implications of recommended options
19.
Financial Implications  - The Strategic Director, Finance & ICT confirms that the financial implications are set out in this report. 

20.
Risk Management Implications – The Treasury Policy and Strategy recommended for approval have been prepared with the underlying aim of minimising risk to ensure that the Council’s principal sums are safeguarded. Maximising income is considered secondary to this main aim.

21.
Human Resources Implications – Nil

22.
Equality and Diversity Implications – Nil

23.
Crime and Disorder Implications – Nil

24.
Sustainability Implications – Nil

25.
Human Rights Implications – Nil

26.
Area and Ward Implications – Nil

Background Information:

27.
The following documents have been used in preparation of the report:

· Local Government Act 2003

· DCLG Guidance on Local Government Investments

· CIPFA’s Prudential Code for Capital 

· CIPFA’s Code of Practice on Treasury Management

· Council’s approved Treasury Management Practice Statements

· Sector’s Treasury Management Strategy template (06/02/08 update)  


APPENDIX 2

TREASURY POLICY STATEMENT 2008/09 to 2010/11

1.
Approved Activities of the Treasury Management Operation
Treasury management activities are defined by CIPFA as:

“The management of the organisation’s cash flows, its bankings, money market and capital market transactions; the effective control of the risks associated with those activities; and the pursuit of optimum performance consistent with those risks”.

Gateshead Council provides advice to the Police Authority and also a range of

support services regulated through Service Agreements. The necessary power for this exists within S. 113 of the Local Government Act.  Gateshead Council’s Strategic Director, Finance & ICT is also the Treasurer of Northumbria Police Authority and as a result of this Gateshead Council undertakes investment on behalf of the Police Authority under powers delegated to the Treasurer.  On 31st March 2007, the debt relating to the Police Authority was transferred into the name of the Authority.

The Council also provides a treasury management service to the Gateshead Housing Company through a Service Level Agreement.
2.
Formulation of the Treasury Strategy

The formulation of a Treasury Strategy involves determining the appropriate borrowing and investment decisions with the prime objective of safeguarding the Council’s assets and a secondary objective of maximising returns on investments and minimising the costs of borrowing.

The Treasury Strategy encompasses the requirements of CIPFA’s Treasury Management Code of Practice, CIPFA’s Prudential Code and the DCLG’s Guidance on Local Authority Investments.

The Treasury Strategy covers the following:

a) prospects for interest rates;

b) treasury limits in force including prudential indicators;

c) the borrowing strategy;

d) the extent of debt rescheduling opportunities;

e) the investment strategy.

The strategy for 2008/09 to 2010/11 is attached at Appendix 3.

3.
Prudential Code

Under Part 1 of the Local Government Act 2003 the Council may borrow money 

(a) for any purpose relevant to its functions under any enactment, or

(b) for the purposes of the prudent management of its financial affairs.

Under the requirements of CIPFA’s Prudential Code the following treasury management and debt indicators have been calculated :

· Authorised limit

· Operational boundary

· Adoption of CIPFA’s Code of Practice for Treasury Management in the public services

· Actual external debt

· Interest rate exposures

· Upper limit on fixed interest rate exposures

· Upper limit on variable interest rate exposures

· Maturity structure of borrowing

· Upper limits for principal sums invested for periods of over 364 days

Given the link to the budget and capital programme, these indicators were approved by the Council on 28 February 2008 as part of the 2008/09 Budget and Council Tax Level report.  For completeness, the approved indicators are also attached to the Treasury Strategy Statement as Appendix 4. 

4. Annual Investment Strategy 

Part 1 of the Local Government Act 2003 relaxed the constraints under which local authorities can invest. 

The DCLG has issued guidance to supplement the investment regulations contained within the Local Government Act 2003. It is also referred to under section 15 (1) of the 2003 Local Government Act which requires authorities to “have regard (a) to such guidance as the Secretary of State may issue and (b) to such other guidance as the Secretary of State may by  regulations specify”. The guidance encourages authorities to invest prudently but without burdening them with the detailed prescriptive regulation of the previous regime.

Central to the guidance and the Code is the need to produce an annual investment strategy. This is included as section 6 of the Treasury Strategy in Appendix 3.

The Annual Investment Strategy document will:

· define the terms “high” and “non-high” credit ratings for broad categories of investment 

· give guidelines on the timing and procedure of regular ratings monitoring

· distinguish between specified and non-specified investments

· deal in more detail with non-specified investments given the greater potential risk 

· identify the general types of investment that may be used during the course of the year 

· set a limit to the overall amount that may be held in such an investment at any time in the year

· include guidelines for making decisions on such investments, for example the circumstances when professional advice is to be sought.

5.
Policy on Interest Rates Exposure

The 2008/09 Budget and Council Tax Level report approved by Council on 28th February 2008 sets treasury limits for interest rates exposure as prescribed by CIPFA’s Prudential Code.

6.
Policy on External Managers

Treasury management advisers (Sector Treasury Services) have been appointed to assist in achieving the objectives set out in the Treasury Policy Statement.  The Strategic Director, Finance & ICT has not appointed external investment fund managers to directly invest the Council’s cash. He has taken the view that the appointment of external fund managers was not justified in terms of the expected net return over what could be achieved internally.  This view is supported by Sector.  This position is subject to an annual review taking into account the performance of authorities which do use external fund managers and benchmarking of returns with similar Councils. 

7. Policy on Delegation, Review Requirements and Reporting Arrangements
It is the Council’s responsibility under the Code to approve a treasury policy statement. 

The Council delegates the review of the policy and monitoring of the performance of the treasury management function in accordance with the policy to Cabinet, and for the execution and administration of treasury management decisions to the Strategic Director, Finance & ICT.  Any proposals to approve, adopt or amend policy require the consent of the Council and are matters for the Council to determine.


Council will receive: 

a) a three year Treasury Strategy report, including the annual Investment Strategy, before the commencement of each financial year; and

b) an annual report on borrowing and investment activity by 30 September of each year.










APPENDIX 3

TREASURY STRATEGY STATEMENT 2008/09 to 2010/11

1. Introduction
The Council has customarily considered a three year Treasury Strategy Statement under the requirements of the CIPFA Code of Practice which the Council has fully adopted. The 2003 Prudential Code for Capital Finance in Local Authorities introduced new requirements for the manner in which capital spending plans are to be considered and approved and, in conjunction with this, the development of an integrated Treasury Strategy.

The Prudential Code requires the Council to set a number of Prudential Indicators.   These indicators were approved by Council on 28th February 2008 and limit the borrowing and investment activities of the Council. The indicators which relate to Treasury Management activity are included at Appendix 4. 

The strategy covers:

a) prospects for interest rates;

b) treasury limits in force including Prudential Indicators;

c) the borrowing strategy;

d) the extent of debt rescheduling opportunities;

e) the investment strategy.

2. Prospects for Interest Rates

The Council have appointed Sector Treasury Services as treasury advisers and part of their service is to assist the Council to formulate a view on interest rates. Information is also received from various brokers on an ad hoc basis. The following table shows the Council’s view of interest rates based on guidance received. 

	
	                      2008/09
	                  2009/10
	               2010/11

	
	Q1
	Q2
	Q3
	Q4
	Q1
	Q2
	Q3
	Q4
	Q1
	Q2
	Q3
	Q4

	Base Rate
	5.00
	4.75
	4.75
	4.75
	4.75
	4.75
	5.00
	5.00
	5.00
	5.00
	5.00
	5.00

	10 yr PWLB
	4.55
	4.50
	4.50
	4.55
	4.55
	4.65
	4.70
	4.75
	4.80
	4.85
	4.85
	4.85

	25 yr PWLB
	4.50
	4.50
	4.50
	4.50
	4.55
	4.60
	4.65
	4.70
	4.70
	4.75
	4.75
	4.75

	50 yr

PWLB
	4.45
	4.45
	4.45
	4.45
	4.50
	4.55
	4.60
	4.60
	4.65
	4.65
	4.65
	4.65


Short Term Interest Rates

The market consensus is that interest rates will fall over the next twelve months. On balance it is likely that the base rate will peak at 5.25% at the start of the financial year 2008/9 before dropping down to 4.75% by the end of 2008.

Long Term Interest Rates

Following advice from the Council’s treasury management advisers, the Council’s view on longer term fixed interest rates is that there will be little difference between 5 – 50 year rates, they are expected to range between 4.50% – 4.55% in 2008/09.
3. Treasury Limits for 2008/09 to 2010/11 including Prudential Indicators

It is a statutory requirement under Section 33 of the Local Government Finance Act 1992, for the Council to produce a balanced budget.  In particular, Section 32 requires a local authority to calculate its budget requirement for each financial year to include the revenue costs that flow from capital financing decisions.  This, therefore, means that increases in capital expenditure must be limited to a level whereby increases in charges to revenue from: -


(
increases in interest charges caused by increased borrowing to finance additional capital expenditure, and 


(
any increases in running costs from new capital projects,  

are limited to a level, which is affordable within the projected income of the Council for the foreseeable future.
It is a statutory duty under Section 3 of Part 1 of the Local Government Act 2003, and supporting regulations, for the Council to determine and keep under review how much it can afford to borrow. The amount so determined is termed the “Affordable Borrowing Limit”.

The Council must have regard to the Prudential Code when setting its Affordable Borrowing Limit, which essentially requires the Council to ensure that total capital investment remains within sustainable limits and, in particular, that the impact upon its future council tax and housing rent levels is ‘acceptable’

The Prudential Code for Capital Finance in Local Authorities is a professional code that sets out a framework for self-regulation of capital spending, in effect allowing councils to invest in capital projects without any limit as long as they are affordable, prudent and sustainable. This came into force on 1st April 2004.

To facilitate the decision making process and support capital investment decisions the Prudential Code requires the Council to agree and monitor a minimum number of prudential indicators which were approved by Council on 28th February 2008. All treasury management indicators, attached as Appendix 4, include Gateshead Council, Northumbria Police Authority (investments only) and The Gateshead Housing Company.

The Strategic Director, Finance & ICT will ensure systems are in place to monitor the treasury limits and will report to Council instances where limits are breached, with the exception of short-term breaches of the Operational Boundary.  The Operational Boundary is set so that if breached it acts as a early warning of the potential to exceed the higher Authorised Limit and as such temporary breaches due to debt restructuring and temporary borrowing are acceptable, providing they are not sustained.

4. Borrowing strategy

Unlike the previous legislation, the Local Government and Housing Act 1989, the Local Government Act 2003 does not prescribe approved sources of finance, only that borrowing may not, without the consent of the Treasury, be in other than Sterling.

On 1st November 2007, the Public Works Loan Board (PWLB), without warning, introduced different interest rates for new borrowing and early repayment of borrowing.  This significantly reduces the benefits from debt restructuring.  This means that the spread between the two rates must be considered along with market rates in borrowing decisions.  

There is expected to be little difference between the 5 – 50 year PWLB rates providing a range of options for new borrowing in 2008/09 allowing the Council to spread debt maturities away from a concentration in long term debt.  Variable rate borrowing and borrowing under the five-year area are expected to be more expensive than long-term borrowing and will therefore be unattractive throughout the financial year compared to taking long-term borrowing.  The main strategy is therefore: -

· That 50 year borrowing rate is expected to provide marginally cheaper rates than the 25-30 year borrowing.  As little variation is expected during the year, borrowing could be undertaken at any time in the year.
· However, despite the marginally more expensive borrowing rates expected in the 25-30 year period, these could be seen as being much more attractive than 50 year borrowing for future debt rescheduling as the spread between the PWLB new borrowing and repayment rates is considerably less.  This then maximises the potential for debt rescheduling at a later time by minimising the spread between the two rates.
· When PWLB rates fall back to the central forecast rate of 4.50%, borrowing should be made at any time in the financial year.  A suitable trigger point for considering new fixed rate long term borrowing, therefore, would be 4.50%.  The central forecast rate will be reviewed in the light of movements in the slope of the yield curve, spreads between PWLB new borrowing and early payment rates, and any further changes that the PWLB may introduce to their lending policy and operations.

· Consideration will also be given to borrowing fixed rate market loans at 25-50 basis points below the PWLB target rate.

Sensitivity of the forecast - The main sensitivities of the forecast are likely to be the two scenarios below. The Council, in conjunction with Sector, will continually monitor both the prevailing interest rates and the market forecasts, adopting the following responses to any changes:

· if it were felt that there was a significant risk of a sharp rise in long and short term rates, perhaps arising from a greater than expected increase in world economic activity or in increases in inflation, then the portfolio position will be re-appraised with the likely action that fixed rate funding will be pursued whilst interest rates were still relatively low.

· if it were felt that there was a significant risk of a sharp fall in long and short term rates, due to e.g. growth rates weakening, then long term borrowings will be postponed, and potential rescheduling from fixed rate funding into short term funding will be considered.
An alternative borrowing instrument available in the market is the Lender Option Borrower Option (LOBO) agreements, which can be utilised as a cheaper alternative to PWLB borrowing.  As an example, considering a 10 year/10 year 60 year life LOBO, would mean that after an initial 10 year fixed rate period the lender has the option to request a rate increase, at which point the borrower may take up their option to repay. If this does not occur after the initial 10 years, further call options will be at 10-year intervals until maturity after 60 years.  The initial call date is used to decide where such instruments are represented in the Upper Limit for the Maturity Structure of Borrowings Prudential Indicator, on the basis that this is the first point in time when the debt could mature.

Sector have advised Gateshead Council that an increase in variable rate loans, such as LOBO’s, would enhance the balance of the Council’s long term portfolio by increasing the balance of volatility and exposure to changes in market rates.  Such instruments can increase the risk that if the lender exercises their option to call an end to the loan then replacement borrowing may need to be taken at a higher rate, depending on market conditions at that time.  The cash flow implications of potentially having to repay the principal amount of borrowing at each call date also require consideration and it is for these reasons that a limit of no more than 10% of total borrowing will be in the form of LOBO’s.    

Against this background, caution will be adopted with the 2008/09 treasury operations.  The Strategic Director, Finance and ICT will monitor the interest rate market and adopt a pragmatic approach to any changing circumstances having delegated powers to make the most appropriate form of borrowing from the approved sources.

5. 
Debt Rescheduling

Any rescheduling opportunities will be considered in line with procedures approved under the Council’s Treasury Management Practice Statement and will include a full cost/benefit analysis of any proposed variations. Any positions taken via rescheduling will be in accordance with the strategy position outlined in Section 4 above and will also take into account the prudential limits.

The reasons for any proposed rescheduling will include:

· the generation of cash savings at minimum risk;

· in order to help fulfil the strategy outlined in Section 4 above; and

· in order to enhance the balance of the long-term portfolio (amend the maturity profile and/or the balance of volatility).
All rescheduling will be approved by the Strategic Director, Finance & ICT in line with delegated powers outlined in the approved Treasury Management Practice Statement.

The introduction of the PWLB rates for early repayment of debt has meant that PWLB to PWLB restructuring is now less attractive.  However, significant interest savings will still be achievable through LOBO loans and other market loans.

As average PWLB rates in some maturity periods are expected to be marginally higher at the start of the financial year, and as the bank rate is expected to fall, this will mean that the differences between long and short rates will narrow during the year and that there should be greater potential for making interest rate savings on debt by doing debt restructuring earlier on in the year.  Any positions taken via rescheduling will be in accordance with the strategy position outlined in Section 4 above.

In addition, the Council will actively give consideration during the year to taking advantage of small movements in PWLB rates to reduce the cost of existing debt in the portfolio by reborrowing at lower rates without making significant changes to the type of debt (fixed / variable) or maturity periods.   
The following restructuring strategy would be most appropriate given Gateshead’s portfolio, current market conditions and prospects for interest rates:

· The total portfolio will be considered to take advantage of any volatility in yields. All high coupon loans with a duration of less than 20 years will only be considered for restructuring if they are part of a bigger restructuring package, as they would necessitate paying large premia to redeem early. The longer dated loans in the portfolio of beyond 40 years duration will be considered for restructuring if rates are around 4.65%. The average long-term rate being forecast is 4.50%. 

The DCLG issued the accounting standards document (SORP 2007) on 17th June 2007 to take effect from 1st April 2008.  This included changes in the treatment of the valuation of debt and investments, the calculation of interest and the treatment of premia and discounts arising from debt rescheduling.  These changes will be considered prior to any decision to restructure debt being taken.
6.   
Investment Strategy 2008/09 to 2010/11 

6.1
Introduction

The Council has regard to the DCLG’s Guidance on Local Government Investments and CIPFA’s Code of Practice. The Council must produce a strategy on an annual basis which covers the subsequent three year period.

This annual strategy states which investments the Council may use for the prudent management of its treasury balances during the financial year under the headings of specified investments and non-specified investments. 

Specified investments are denominated in sterling, are for periods of 364 days or less and do not involve the acquisition of share or loan capital in any body corporate. Such an investment will be with either:

· the UK Government or a local authority, parish or community council, or

· a body or investment scheme which has been awarded a high credit rating by a credit rating agency.

Non-specified investments are deemed more risky and guidance on local government investments requires more detailed procedures. Such procedures are required in order to regulate prudent use and establish maximum amounts which may be invested in each category.

Both specified and non-specified investment types currently utilised by the Council are detailed in Appendix 5, along with approved limits. In addition to these, under the relaxed guidance, numerous other investment type options are available for use and these may be considered suitable for use in the future. Should this be the case then the option will be evaluated in line with the procedures contained within the approved Treasury Management Practices.

6.2
Investment Objectives 

All investments will be in Sterling. 

The Council’s investment objectives are the security of capital and liquidity of its investments and will aim to achieve the optimum return on its investments commensurate with the proper levels of security and liquidity. 

The DCLG maintains that the borrowing of monies purely to invest is unlawful and the Council will not engage in such activity. 

6.3
Security of Capital and the use of Credit Ratings
The Council relies on credit ratings published by Fitch to establish the credit quality of counterparties and investment schemes. The Council has also determined the minimum long-term, short-term and other credit ratings it deems to be “high” for each category of investment. These “high” ratings allow investments of 364 days or less to be classified as specified investments. The Council’s approved limits for this “high” credit rating for deposit takers are as follows:

Long Term rating (ability to repay long-term debt)

AA (very high credit quality)

Short Term Rating (ability to repay short term debt)
F1(F1+ is Highest credit quality)
Support Rating (external support likely)
Ratings over 3 (In the opinion of the rating agency, institutional support would be forthcoming) not acceptable.
Individual Rating (ability to stand alone)
Minimum B (strong) except where C (adequate bank, but possesses one or more troublesome aspects) individual rating and long term rating must be AAA and support is 1/2
Sector credit criteria matrix
No one counterparty will exceed a maximum limit equal to 10% of total investments. Unless there are major changes in the level of investment balances throughout the year then this limit will be reviewed prior to the commencement of each financial year. Individual limits are based on Sector’s colour coded matrix where red represents exceptionally high credit quality and green represents high credit quality and are as follows:

Red (min AA & F1 support rating 1)   
 =  £26m & 3 years

Red (min AA & F1 support rating 2)   
 =  £15m & 364 days

Green  




 =  £12m & 3 months

Where more than one counterparty from a group is included on the list then the group in total will be controlled by the above limits.  However within the group each counterparty will have individual limits again controlled by the above limits.

Subsidiaries

Only subsidiaries that satisfy the minimum credit criteria will be included. Where the parent company is also on the list then the maximum deposit will be calculated firstly on an individual basis using Sector’s matrix and then not exceeding the maximum limit for the group.

Money Market Funds (instant access and 7 day notice) 

AAA rated (highest credit quality):

Funds over £1bn asset size = £11m

Funds under £1bn asset size = £6m

Funds are selected to provide a range of flexible cut off dealing times ranging from 10:30am to 2pm and then by relevant performance.

Local Authorities

Maximum limit of £10m & 364 days for any authorities within the following category: -

Inner London Borough

Outer London Borough

Metropolitan Districts

County Councils

Unitary Authorities - England

Direct Dealing

Approval given by Strategic Director Finance and ICT, counterparty must be on approved list and dealing will be within agreed limits.

In addition to the above specified investments, the Council has also fully considered the increased risk of non-specified investments and has set appropriate limits for non-high rated deposit takers. 

The following appropriate limits for non-rated building societies were originally set based on asset size. These have been reviewed and updated as appropriate in light of the principal aim of minimising risk.  The appropriate limits following this process are as follows:

Asset size


Limit

>£4,000m


£  6m and 3 months

£2,500m to £4,000m
£  3m and 3 months

£1,500m to £2,499m
£  3m and 1 month

£   800m to £1,499m
£  1m and 1 month

The Council considers that non-rated building societies are sufficiently well regulated by the Financial Services Authority. In addition, Section 6 of the Building Societies Act 1986 requires them to concentrate their business on those areas that are historically less risky and restrict riskier business such as commercial lending, unsecured lending, etc to 25% of business assets. They operate in areas of which they have vast experience and, as with all credit institutions, have to have a minimum 8% solvency ratio.  Due to the Council’s strategy of attempting to minimise the perceived risk of such non-specified investments, however, limits are not increased in line with increased net assets.
In addition to these building societies, the Council currently continues to place short term investments, overnight and over the weekend, with its own bank, which is rated A+ when rates are preferential to reserve accounts, money market funds, etc. The Council has fully considered the risk and has set an appropriate limit for this taking into account their financial stability. In addition, as this bank is rated, the Council would receive prompt notification of any potential change to this rating.
The list of counterparties is reviewed on an ongoing basis to ensure that the limits specified by the Council are consistently applied in relation to both high-rated and non-rated counterparties. The criteria used, based on FITCH limits, is as follows:
· Long term – lower limit of A-

· Short term – as high-rated at F1

· Individual – lower limit of C

· Support – lower limit of 3, however 1 if no individual rating

Taking these cut-off points into account, Sectors colour coded matrix, where red represents the highest credit quality, then determines the following limits:

· Red 

£10m & 6 months

· Green

£8m & 6 months

· No colour
£6m & 3 months

Monitoring of credit ratings:

· All credit ratings are reviewed monthly. The Council has access to Fitch credit ratings and is alerted to changes through its use of the Sector website. Ongoing monitoring of ratings also takes place in response to ad-hoc e-mail alerts from Sector. 

· If a counterparty’s or investment scheme’s rating is downgraded with the result that it no longer meets the Council’s minimum criteria, the further use of that counterparty/investment scheme as a new investment will be withdrawn immediately. 

· If a counterparty is upgraded so that it fulfils the Council’s criteria, its inclusion will be considered for approval by the Strategic Director, Finance and ICT.

6.4
Investment balances / Liquidity of investments

During 2007/08 the Council began to invest beyond 364 days to a maximum of 3 years.  This will continue for the foreseeable future to ensure a good rate of return is maintained in light of the forecasted base rate cuts.  With investments of this nature there is an increased risk in terms of liquidity and interest rate fluctuations.  To mitigate these risks a limit of 10% of total investments has been set and a new prudential indicator has been calculated (See Appendix 4).  Such sums will only be placed with counterparties who have the highest available credit rating (Sector Matrix colour red, with minimum AA and F1 and support rating 1).  Further analysis and consultation will also take place with Sector before any such investments are undertaken.

Investments for periods longer than 364 days are classed as non-specified and this will increase the total limit of overall investments in this classification to 80% (see Appendix 5).

6.5
Investments defined as capital expenditure  

The acquisition of share capital or loan capital in any body corporate is defined as capital expenditure under Section 16(2) of the Local Government Act 2003. Such investments will have to be funded out of capital or revenue resources and will be classified as ‘non-specified investments’. 

A loan or grant by the Council to another body for capital expenditure by that body is also deemed by regulation to be capital expenditure by the Council. It is therefore important for the Council to clearly identify if the loan was made for policy reasons (e.g. to a registered social landlord for the construction/improvement of dwellings) or if it is an investment for treasury management purposes. The latter will be governed by the framework set by the Council for ‘specified’ and ‘non-specified’ investments. 

As part of the Capital Finance Regulations 2007 Local Authorities are allowed to invest in Real Estate Investment Trusts (REIT’s) which would involve the purchase of shares in a commercial property portfolio.  The regulations propose that buying shares in REIT’s does not count as capital expenditure, thereby giving local authorities the option of considering this new form of investment.  Giving due consideration to the potential risks involved with such investments and with there being no historical data to assess performance there are no current proposals for the Council to invest in REIT’s.  This will be re-examined in-year in light of any advice from Sector.  Any proposals will need to be approved by Council. 

6.6
Investment Strategy to be followed in-house  

The Strategic Director, Finance & ICT will monitor the interest rate market and react appropriately to any changing circumstances.

Since the Council views base rates as decreasing to 4.75% by the second quarter and remaining constant at this level until the end of the financial year, where opportunities arise and resources permit value in longer-term deals will be sought in order to lock into higher rates prior to the predicted decline in market rates. Meanwhile the use of shorter investments to ensure that cash flow is adequately covered will compound returns more frequently and also assist in ensuring an adequate spread of risk.
6.7
End of year investment report

By the end of September each year the Council will receive a report from Cabinet on its investment activity as part of its annual treasury report. 











APPENDIX 4

PRUDENTIAL INDICATORS – TREASURY MANAGEMENT

	AUTHORISED LIMIT FOR EXTERNAL DEBT 

	
	
	2008/09

£000


	2009/10

£000


	2010/11

£000



	Borrowing
	
	530,000
	595,000
	645,000

	Other Long term Liabilities
	
	0
	0
	0

	Total
	
	530,000
	595,000
	645,000


	OPERATIONAL BOUNDARY FOR EXTERNAL DEBT

	
	
	2008/09

£000


	2009/10

£000


	2010/11

£000



	Borrowing
	
	495,000
	560,000
	610,000

	Other Long Term Liabilities
	
	0
	0
	0

	Total
	
	495,000
	560,000
	610,000


	UPPER LIMIT ON FIXED AND VARIABLE INTEREST RATES EXPOSURES

	Range
	2008/09


	2009/10
	2010/11

	Fixed Rate
	%

163

  26
	%

243

  17
	%

269

    4

	Variable
	  74

- 63
	    83

- 143
	   96

-169




	UPPER AND LOWER LIMITS FOR THE MATURITY STRUCTURE OF BORROWINGS 

	

	
	Upper Limit
	Lower Limit

	Under 12 months
	20%
	0%

	12 months and within 24 months
	20%
	0%

	24 months and within 5 years
	50%
	0%

	5 years and within 10 years
	70%
	0%

	10 years and above
	90%
	0%


	Upper Limit on amounts invested beyond 364 days

	
	
	2008/09

£000


	2009/10

£000


	2010/11

£000



	Investments
	
	30,000
	30,000
	30,000


APPENDIX 5

SPECIFIED INVESTMENTS (ALL STERLING DENOMINATED)

	Investment type
	Share/ Loan Capital?
	Repayable/

Redeemable within 12 months?
	Security /

Minimum Credit Rating 
	Capital Expenditure?
	Circumstance of use
	Maximum period

	Term deposits with the UK government or with English local authorities (i.e. local authorities as defined under Section 23 of the 2003 Act) with maturities up to 1 year


	No
	Yes
	High security although LAs not credit rated.

See section 6.3
	No
	In-house 
	364 days

	Term deposits with credit-rated deposit takers (banks and building societies), including callable deposits and callable range accruals, with maturities up to 1 year


	No
	Yes
	Secure

Varied minimum credit rating

See section 6.3
	No
	In-house 
	364 days

	Money Market Funds 

(including 7 day notice account)

These funds do not have any maturity date

	No
	Yes
	Secure

Varied minimum credit rating

See section 6.3
	No
	In-house 
	The period of investment may not be determined at the outset but would be subject to cash flow and liquidity requirements.


NON-SPECIFIED INVESTMENTS (ALL STERLING DENOMINATED)

	Investment type
	(A) Why use it?

(B) Associated risks?
	Share/ Loan Capital?
	Repayable/

Redeemable within 12 months?
	Security /

Minimum credit rating 
	Capital Expen-diture?
	Circumstance of use
	Max % of overall investments
	Maximum maturity of investment

	Rated deposit takers (banks and building societies) which do not meet the Council’s “high” credit rating
	(A) To improve ability to place smaller amounts of funds

(B) Greater risk than “high” credit rating   counterparties but advance warning by rating agency of potential problems.

       The Council has fully considered this

        investment category and set appropriate        

 limits in terms of allowable amounts and   investment time in order to minimise risk
	No
	Yes
	Secure

Varied minimum

Credit rating

Minimum:

Long term A-

Short term F1

Indiv. C

Support 3

(See section 6.3 )
	No
	In-house
	55%


	6 months

(but set on an individual counterparty basis)

	Unrated deposit takers (banks and building societies) which do not have an unconditional guarantee : any maturity
	(A) To improve ability to place smaller  

       amounts of funds

(B) Credit quality unknown therefore credit risk unquantifiable and no advance warning by rating agency of potential problems. 

       The Council has fully considered this 

       investment category and set appropriate

       limits in terms of allowable amounts and investment time in order to minimise risk
	  No
	Yes
	Lower security

No minimum credit rating
	No
	In-house
	15%


	6 months

(but set on an individual counterparty basis)

	Term deposits with credit-rated deposit takers (banks and building societies), including callable deposits and callable range accruals, with maturities over 1 year
	(A)  To improve the ability to “lock in” at times of high interest rates to secure a higher return over a longer period should rates be forecasted to fall.

(B)  Greater risk of adverse interest rates fluctuations and lower liquidity. 

       The Council has fully considered this 

       investment category and set appropriate

       limits in terms of allowable amounts and investment time in order to minimise risk.
	No
	No
	Secure

Varied minimum credit rating

See section 6.3
	No
	In-house
	10%
	3 years
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